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TIMBER BOND FEATURES 



By T. S. McGrath, 
Chicago. 



The business of loaning money secured by mortgage on timber 
lands is an old one and was extensively practiced before the timber 
bond came into existence. This custom of borrowing and lending 
led to the plan of making several notes for small amounts when the 
mortgage was large. The business gradually evolved the present 
system of issuing bonds to represent the divisions of the loan. The 
first mortgage protecting a loan on timber land should always be a 
prior lien on the property and the records must show the titles to be 
beyond cloud or dispute. The serial bond is the form most often 
employed when the borrower is an operating concern. If the bor- 
rower is not cutting wood or depleting the security, a straight term 
bond is more satisfactory. The form of bond and the terms of the 
mortgage will be modified to meet the current conditions. No hard 
and fast rules can be formulated to govern either the financial features 
or the technique of the bond. The legal phases of a timber mortgage 
are peculiarly subject to variation and each loan is a separate case. 
The timber must be cruised and the property valued by competent 
experts, and when the mortgagor is operating, the accounts should 
be regularly audited. 

The purposes for which bonds are issued are to enable the makers 
thereof to borrow working capital, to buy and hold commercial forests, 
to so extend or body up the present ownership of their timber proper- 
ties as to acquire enough raw material for future needs ; to modern- 
ize mills and plants in order to eliminate waste, reduce the cost of 
manufacture and lower the selling price of wood products. When 
bonds are issued by new companies for the purpose of constructing 
mills or logging plants they should be subjected to the most rigid 
investigation. There are certain locations where additional produc- 
tion may now be safe. The capacity of equipment in the existing 
mills is amply sufficient to supply the present demand in most sections, 
and also any increase of consumption that is likely to arise during 
the next several years. Companies organized to exploit timber and 
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speculate in commercial forests are becoming numerous. They are 
selling bonds, stocks and profit sharing certificates with glowing paper 
prospects. They use the literature and arguments of certain well 
meaning but misguided enthusiasts, to show that an imminent wood 
famine is impending, which will multiply the value of their securities 
by enabling them to charge fabulous prices for the timber they may 
own. The offerings of these philanthropists should be studiously 
avoided. 

The serial is a form of bond under which the entire amount of 
the loan is issued at the same time and certain portions of it, known 
as serials, are due and paid on named dates. This form of timber 
bond is attractive to banks and institutions who desire to place their 
funds for specific periods. The banks buy the early serials of timber 
loans and usually take all that mature during the first five years. 
Institutions wishing to place funds for a definite time, without danger 
of not being able to realize when their cash money wants arrive, buy 
serials that fall due around the date on which they will need funds. 
Investors buy the long time serials and straight term bonds. The 
old fine, straight term bond, is issued on timber properties owned 
by holding companies or forest companies, and may run for any period 
from three years up. This bond makes a good investment for insti- 
tutions and individuals. 

The greatest opposition to the timber bond as an investment 
arose through a misunderstanding of the fire risk. Certain docu- 
ments, speeches and writings carry many allusions to the damage 
done by fire in growing timber. Interested parties have circulated 
volumes of misleading statements that have been repeated in parrot 
style by hordes of pseudo experts and self-appointed guardians. The 
forester works the forest for a future as well as a present supply of 
commercial wood. He is taught to foresee the needs of to-morrow 
through the confusion of to-day. His educated mind and trained 
eye turn to the young growth on the timber land as the nearest source 
of raw material to provide the lumber and pulp requirements of a 
few years hence. He realizes the urgency of protecting this young 
growth from its worst enemy — the ground fire. The seed, the plant- 
let and the baby tree are precious to the heart of the true forester. 
His profession teaches him to protect them as that of the physician 
teaches the latter to protect the life of his patient. The doctor eter- 
nally writes, preaches and argues about being careful of our health 
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and guarding against germs and disease. The forester constantly 
and continuously cautions us against our careless use of timber and 
the danger of fire. The ground fire creeps along the floor of the forest 
and destroys seeds, seedlings and small young growth. It causes 
no loss in the mature timber, but it does menace the future supply. 

The fire risk in merchantable timber is chiefly confined to certain 
localities, and as in the United States these sites constitute a small 
percentage of the total timber stand, the fire hazard can be eliminated 
from consideration as far as the bond buyer is concerned. Loans 
are not made on timber in a district that is subject to possible fire 
risk, but even in places where this danger is greatest, investments 
in mature timber are far safer than is generally believed. 

The fire risk is not the greatest danger to the standing tree. Old 
age, insects, animals and fungi, combined with wind storms, cause 
more damage to timber than does the fire element. Our federal 
government spends large sums of money annually in supporting a 
bureau of forestry through which it supervises the forest reserves and 
distributes literature on timber conditions throughout the country. 
The bureau of forestry maintains in its employ a force of foresters 
and other experts. It also employs a number of men to act as forest 
rangers and fire wardens. In this way the national government 
makes heavy donations toward the elimination of the fire loss in grow- 
ing timber. Some of the states also provide a forest patrol service. 
It is unfortunate and to be regretted that certain men employed in 
the forest service devote more time to the politics of the position than 
to their duties. The forest ranger answers a useful purpose, and 
when he works within his legitimate province his services are valuable. 
When the forest ranger becomes a politician and a press agent he 
loses his value as a patrolman and conservator. But even at his 
best, the ranger cannot be compared in effectiveness or be placed in 
the same class with the silviculturist and the dendrologist in assuring 
a continuance of the stand of commercial timber. This fact will 
inevitably force itself upon the minds of the people when they com- 
mence to use their judgment in these matters and are guided by rea- 
son rather than swayed by sentiment. 

In considering timber as security for bond issues the state, county 
and district of location must be carefully scrutinized. There are 
counties in certain states where the tax on timber is exorbitant and 
investors should not buy bonds secured by timber standing in those 
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counties. In valuing the security under a timber bond mortgage it is 
important that it be considered from the basis of quality as well as 
quantity. There are tree weeds which mingle with the useful varieties ; 
so, to be safe, the loan must be secured by a good quality of commer- 
cial timber in an accessible location. This timber must not only be 
marketable, but of such grades as will find a ready sale at fair prices. 

The unit of measurement in the timber industry is the "board 
foot." The board foot is a piece of lumber one foot long, by one 
foot wide, by one inch thick. By this unit is estimated the stumpage 
on timber lands, the capacity of mills, and all other transactions in 
the business. The number of cords or board feet on a piece of land 
will be governed by the size of the tract, the nature of the stand, and 
the kind and quality of trees. The number of logs in a tree will vary 
according to the height of the tree, and the quantity and quality of 
product that can be manufactured from a log will depend on the 
particular log. The character of the timber, the amount and quality 
of it, will vary with the species and site, also the selling and shipping 
of timber are much affected by the nature and location of the ground. 
The analyst, who investigates a timber loan for a bond house or a 
borrower, or who reviews and values a timber tract for an investor, 
can tell in a general way the varieties and quality of woods growing 
in a given locality and on a specified description; but before he can 
arrive at the definite value of a tract of timber, either for the purpose 
of making loans thereon or investing therein, it will be necessary for 
him to examine the tract and know the species and quality of timber 
and nature of the logging chance. The value of the timber will be 
governed not only by its stand and quality, but by its accessibility 
and the cost of logging. The cost of logging will depend chiefly on 
the lay of the land and the nature of the ground. 

In addition to the physical property mortgaged as security for 
timber loans, the bonds usually carry the guarantee of some individ- 
ual. When possible it is desirable that this guarantee should be that 
of an individual whose means are not connected with the business 
or allied industries. The reason for this, of course, is self-evident. 
This guarantee plan has raised the question as to what position the 
guarantee on a bond issue holds amongst the liabilities of the guar- 
antor. It is now generally conceded that the guarantee on a bond 
issue would rank with the unsecured debts of the guarantor, occu- 
pying the position of a promissory note. 
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On operating properties a sinking fund calling for the payment 
of a certain amount per thousand feet or cord as the timber is logged 
or manufactured, is deposited with the trustee for the retirement of 
the serials as they fall due. The sinking fund should be sufficient 
to protect these serials, but it should not be so heavy as to cause 
hardship to the borrower. The amount paid to the sinking fund 
will be governed by the value of the timber, the capacity of the mills, 
the life of the loan and the size of the serials. There are two methods 
of paying to the sinking fund, and when properly managed, one is as 
good as the other. 

In some loans a supplement called a "releasing list" is attached 
to the mortgage, describing by parcels and contents, the lands under 
the mortgage. When the operator desires to cut the timber on any 
piece of land, he indicates its description on the releasing list and 
pays to the trustee the amount of money shown as the value of this 
timber on the releasing list. The value of the timber is based on the 
cruise made for the bond issue, and any overrun at the mills is in favor 
of the operator. This system of paying to the sinking fund enables 
the operator to handle the timber on any piece of land as he sees fit. 
If there is any wood he desires to leave standing, he may do so. 

Under the other system the operator pays to the sinking fund 
so much a thousand feet or cord on the output of the mills. Under 
this system the operator does not tell the trustee the timber he is to 
cut. Instead he renders a monthly or a quarterly statement, as the 
case may be, showing the output of the plant during the preceding 
month or quarter, and remits the sinking fund price for this amount. 
Under this method any overrun from the scale, as shown by the cruise 
under which the loan is negotiated, is in favor of the bondholder. 
The objection raised to this latter system is that a dishonest company 
operating under it could skin the property of the choicest wood, on 
the sale of which it would make a big profit. Disposing of this 
choice material at a price that would give a large return over the sink- 
ing fund requirements would enable the company to withdraw a great 
part of its assets from under the mortgage, and should default occur 
after a few years, the bondholders might find themselves with a 
rather worthless piece of culled timber land as the only means of 
realizing on their loan. 

Both systems are used by the most conservative houses. On 
sectionized land the releasing list works very well, but on land that 



6 The Annals of the American Academy 

is not sectionized, or on land on which for any other reason it would 
be a difficulty or a hardship to use this system, the plan of monthly 
or quarterly payments is more satisfactory to all concerned. Like 
all other rules, both of these have their exceptions and they must 
be used with judgment. Both are perfectly safe in proper hands, 
and neither of them is safe in incapable hands. It is certain that if 
the operators are dishonest they will endeavor to find some method 
of robbing the property regardless of the check system employed. 

Both of these systems should be protected by clauses in the 
mortgage permitting the trustee to have the books of the mortgagor 
audited and its lands inspected at any time. An inspection of the 
land will show what portions have been cut over and what wood 
has been removed. This inspection will constitute a check of the 
cutover land with the cruise under which the bond issue was nego- 
tiated. A comparison of the original cruise and the timber left on 
the land will show exactly what has been taken off. An audit of 
the books will exhibit the financial condition of the company and 
show how much material has been credited to the cutover lands, 
which when compared with the original cruise and the present check 
of the lands, will quickly disclose any discrepancies, should such 
exist. These check cruises and audits made occasionally will pro- 
tect the bondholders and make either one of the sinking fund pay- 
ment systems safe in the hands of any operator. 

In addition to the sinking fund paid on wood cut from its own 
land, should a company operating under a bond issue manufacture 
lumber or pulp from wood not cut on its own land, it should pay the 
trustee a certain toll on all such material manufactured, this toll 
to be for the benefit of the bondholders, as a rental for the use of 
the machinery and equipment held by the trustee under the mort- 
gage. This charge for the use of equipment to manufacture raw 
material not taken from the lands under the mortgage will act as 
an offset to any desire that might exist to employ the plants to make 
profits ono utside material. 

When the sinking fund has on deposit more money than is neces- 
sary to retire the current serial, this money can be applied to the pur- 
chase and retirement of bonds from other serials. The mortgage 
usually provides that bonds can be called at a certain premium either 
for the reduction of sinking fund deposits or for the retirement of the 
loan. The premium at which six per cent bonds can be called should 
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be three points, the three per cent being sufficient to cover six months 
interest. In many cases the first intimation that a bondholder has 
of the call of his bonds is when he presents his coupons on the inter- 
est payment date. The interest dates are six months apart and, 
consequently, the premium should be sufficient to pay six months 
interest. Some bonds, of course, offer to pay big premiums when they 
are called for payment, but we are dealing here with a very conserva- 
tive investment that returns a good rate of interest, carries the safest 
kind of security behind it, and on which it is not necessary to promise 
speculative premiums. 

The bonds to be retired by excess sinking fund moneys should 
be taken from the next serials coming due. Some mortgages call 
for the retirement of bonds in the reverse of their numerical order, 
but this method is positively dangerous for the borrower, is of no 
benefit to the bondholder, and is always a hardship on the operator. 
No sound argument can be advanced to show why the borrower 
should retire a serial that does not fall due for ten years and still 
owe the full amount of a serial due in six months or twelve months. 
A railroad strike, an accident to the plant, or any one of a number 
of possible causes might render it impossible to accumulate enough 
money to meet the next serial, but the fact that a serial due ten 
years off had been paid and cancelled would not prevent a default 
under the mortgage and the possible foreclosure of the business. 
The necessity of retiring serials in the reverse of their numerical 
order weakens a bond issue, hampers the borrower and shows an 
unfair policy on the part of the bond house creating such loans. 

When the six per cent timber bond first came on the market 
it was usually sold at a heavy discount. This discount was gradually 
reduced until during recent years it has become quite reasonable. 
As the timber bond became known to the investing public and as 
the methods of issuing such bonds and safeguarding timber loans 
improved, investors gradually grew to be bigger buyers of these 
securities. It is certain that for going concerns, under able man- 
agement, and properly financed, six per cent is too high a rate of 
interest on timber bonds, and it is safe to prophesy that within 
the year 1912 the rate of interest on timber loans will become flexible. 
The best loans on operating properties will cease paying six per cent, 
whereas six per cent will continue as a fair rate on the non-operating 
properties of timber holding and forest growing companies and on 
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the properties of operating companies that are small and those that 
are not in the highest credit. 

One of the objections advanced against timber securities in gen- 
eral and timber bonds in particular is that the supplies of raw mate- 
rial are being so rapidly consumed that the forests will be depleted 
within a very few years, causing securities based on timber to become 
extinct, and the houses that specialize in timber bonds forced to 
retire from business and, therefore, be probably rendered unable to 
protect loans that have been negotiated through them. These 
objections are built on the arguments of visionary propagandists 
and are not well founded. There are ample supplies of raw timber 
in this country to make the business a permanent one under careful 
management. Timber is becoming more inaccessible and it is proper 
that stumpage close to the great rivers and railways, the highways 
of commerce, should be cut before the wood that is remote from 
these avenues. It is only natural and just that the first man on the 
ground take possession of the choicest properties. There is enough 
timber in the United States to-day to make the timber bond stable 
and a perfectly safe investment. 

The timber bond is the greatest insurance yet devised against 
a shortage of commercial trees. The timber bond furnishes the 
means for the large lumber companies to buy extensive tracts of 
stumpage, cut their timber and operate their plants in the most 
economical manner. "Before the coming of the timber bond the 
lumber mills were owned by individuals, firms or small corporations 
who were not financially fitted to practice economy either in their 
woods operations or in their works. The timber bond renders pos- 
sible the ownership of large holdings and warrants the installation 
by the operating company of a department of forestry to work in 
conjunction with the logging and milling departments. The timber 
bond enables the company to borrow money for long periods of time 
and permits it to manage the timber land so it can safely arrange 
for reproduction and future cuttings. The timber bond will provide 
the money for growing timber on absolute forest land in private 
ownership. The timber bond will preserve and perpetuate the lum- 
ber and pulp industries. 



